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PLANNING OPPORTUNITIES REMAIN
UNDER THE FINAL PARTNERSHIP
ALLOCATION RULES FOR CONTRIBUTED PROPERTY
Flexibility still exists under the Final Regulations despite
uncertain anti-abuse rules
By
MICHAEL G. FRANKEL
LESLIE H. LOFFMAN
and
SANFORD C. PRESANT*
On December 21, 1993, Final Regulations were issued,
under Section 704 (c) (1) (A) (PS-56-93), to provide final guidance on
(1) the mandatory allocation to a partner contributing property to
a partnership of the taxable gain or loss inherent in the
contributed property at the time of contribution, and (2) the
special allocation of tax depreciation deductions that is required
with respect to such property. Proposed and Temporary Regulations,
issued simultaneously (T.D. 8501, 12/21/93), allow the use of a
revised deferred sale method (called the "Remedial Allocation
Method") and aggregation by certain securities partnerships. The
Final and Temporary Regulations replace the Proposed Regulations
issued 12/24/92.1
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Both the Final Regulations and the Temporary Regulations
are effective for property contributions to partnerships, and for
book value restatements of capital accounts under
Reg. 1.7041(b) (2) (iv) (f), that occur after December 20, 1993.
This article discusses the changes made by the Final
Regulations to the Proposed Regulations, with particular emphasis
on (1) the scope of the Ceiling Rule retained by the Final
Regulations, (2) permitted methods of making Curative Allocations,
(3) the amended anti-abuse standard of the Final Regulations, and
(4) the newly proposed Remedial Allocation Method that is the only
type of deferred sale method permitted to be used by the Final
Regulations.
BACKGROUND
General Rules. In summary, Sections 704(c) (1) (A),
704 (c) (1) (B) and 737 require that pre-contribution gain or loss (1)
must be allocated solely to the contributing partner on the
property's disposition by the partnership, and (2) must be
recognized earlier by the contributing partner if the contributed
property is distributed to another partner within five years after
its contribution. In addition, such pre-contribution gain must be
recognized earlier by the contributing partner if property other
than the contributed property is distributed to the contributing
partner within five years after the contribution by the
contributing partner.
Furthermore, since December 1985, when the first
installment of the final Section 704 (b) Regulations was issued, the
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IRS has required that partners not wait for a disposition of
contributed property to allocate the pre-contribution gain or loss
to the contributing partner. Instead, the book-tax differential
must be eliminated through special allocations of tax depreciation
with respect to the contributed property:
1. Away from the contributing partner to other partners
during the period the property is owned by the partnership if
precontribution (built-in) gain exists at the time of contribution.
2. To the contributing partner and away from the other
partners during the period the property is owned by the partnership
if pre-contribution (built-in) loss exists at the time of the
contribution.2
This is accomplished, to the extent possible under the
Ceiling Rule (discussed below), by first allocating to the
noncontributing partners equal amounts of book and tax depreciation
with respect to the contributed property.
Ceiling Rule. Prior to the 1984 revisions of
Section 704 (c), the provisions of Section 704 (c) (2) were subject to
Reg. 1.704-1(c) (2) (i). These "old" Regulations merely provided
that taxable items with respect to contributed property could be
allocated so that the appreciation or depreciation in value
represented by the book-tax differential at the time of
contribution could be "attributed to the contributing partner upon
a subsequent sale or exchange of the property by the partnership"
and that the appreciation or depreciation could be used in
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"allocating the allowable depletion or depreciation with respect to
the property among the contributing and noncontributing partners.!
The only limitation in the old Regulations was the
Ceiling Rule (also contained in the Proposed Regulations and in the
Final Regulations) which provides that the total taxable
depreciation, depletion, or gain or loss allocated to the partners
for any year cannot "exceed the amount of gain or loss realized by
the partnership or the depreciation or depletion allowable to it."'3
The effect of the Ceiling Rule limitation is that parity between
the noncontributing partners' book and tax capital accounts with
respect to the contributed property cannot be maintained to the
extent that a partnership's total annual tax depreciation with
respect to the contributed property is insufficient to match the
book depreciation for the year that is allocated to the
noncontributing partners.4  To this extent, a Ceiling Rule
distortion occurs with respect to the noncontributing partners.
THE REASONABLE METHODS
The Final Regulations continue to provide that any
reasonable method of making tax allocations may be used to
eliminate the disparity (the book-tax differential) between the
basis and FMV of property contributed by a partner to the
partnership or of property that is revalued under
Reg. 1.704(1) (b) (2) (iv). The following three methods are deemed to
be reasonable':
1. Traditional Method. The Traditional Method (Reg.
1.704-3(b)) specifically requires that (a) built-in gain or built-
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in loss with respect to a Section 704(c) property be allocated
solely to the contributing partner on a taxable disposition of such
property to the extent there is a disparity between the
contributing partners' book and tax capital accounts with respect
to such property, and (b) if the Section 704 (c) property is subject
to depreciation, the noncontributing partners first must be
allocated tax depreciation for each year with respect to the
contributed property equal (to the extent possible under the
Ceiling Rule) to the corresponding book depreciation deductions
allocated to them for such year (with the balance of the tax
depreciation from such property being allocated solely to the
contributing partner). The Traditional Method of the Final
Regulations retains the Ceiling Rule under which a distortion will
occur to the extent that a partnership's tax depreciation for a
year with respect to a contributed property is less than the book
depreciation allocated to the noncontributing partners with respect
to such property for such year.
2. Traditional Method With Curative Allocations. To
correct distortions caused by the Ceiling Rule, Reg. 1.704-3(c)
allows partnerships to use the Traditional Method with reasonable
special Curative Allocations that enable the partners to eliminate
the book-tax differential despite the application of the Ceiling
Rule. For a contributed property with a built-in gain, permitted
Curative Allocations consist of (a) the special allocation of tax
deductions to the noncontributing partners other than the tax
depreciation attributable to the-contributed property, and (b) the
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special allocation of gross income to the contributing partner (in
addition to gain from the sale of the contributed property) so that
the noncontributing partners' book and tax capital accounts can
remain equal even though the tax depreciation available with
respect to the contributed property is not sufficient to maintain
such parity.
As discussed more fully below, a Curative Allocation will
be reasonable (a) only if the allocation does not exceed the amount
necessary to offset the effect of the Ceiling Rule, and (b) (a
change from the Proposed Regulations) only if it is expected that
the tax item used will have substantially the same effect on the
partners as the tax item affected by the operation of the Ceiling
Rule.
3. The "Remedial Allocation Method" (Temp.
Reg. 1.7043(d)) replaces the deferred sale method (Prop.
Reg. 1.704-3(d)). Under the Deferred Sale Method, the contribution
of property (deferred sale property) to the partnership would have
been treated as a sale of that property to the partnership by the
contributing partner at FMV solely for purposes of determining the
partnership's depreciation, gain, and loss with respect to such
property (the partnership's initial tax basis in the property thus
would have equalled such FMV). In contrast, the contributing
partner would have been treated as having made a nontaxable
contribution of the property and would have had to recognize any
built-in gain (or loss) (generally, capital gain or loss) only when
and to the extent the partnership claimed the increased (or
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decreased) depreciation deductions during its life that were
attributable to the basis increase (or decrease) resulting from
treating the contribution as a sale for purposes of computing the
partnership's depreciation.'
Timing and character of income differences made the
Deferred Sale Method too attractive a way to sweeten the tax deal
for the contributing partners by giving them increased depreciation
(ordinary) deductions that produce up to a 39.6% tax savings at the
cost of capital gain recognition at a 28% rate. This factor and
the complexity of the Deferred Sale Method led the IRS in the Final
Regulations to prohibit the use of any type of deferred sale method
other than the revised "Remedial Allocation Method" of Temp.
Reg. 1.704-3(T) (d). As discussed more fully below, the Remedial
Allocation Method eliminates Ceiling Rule distortions by (a)
creating artificial tax depreciation deductions that are specially
allocated to the noncontributing partners to the extent necessary
to permit tax depreciation allocated to the noncontributing
partners for each year to equal the book depreciation allocated to
them for the year, and simultaneously creating artificial ordinary
income of an equal amount that is specially allocated to the
contributing partner, and (b) to the extent a book-tax disparity
still exists at the time of the sale of the contributed property,
creating artificial taxable gain on such sale that is specially
allocated to the contributing partner and simultaneously creating
a corresponding artificial capital loss on the sale that is
specially allocated to the noncontributing partners upon sale.
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This new method (discussed in detail below) produces results (and
tax planning alternatives) for the partners that are similar to
those that would have been available under the Deferred Sale
Method, but limits the benefit to the contributing partner by
preventing such partner from obtaining the ordinary deduction to
capital gain conversion benefit described above.
OTHER PROVISIONS
The Anti-Abuse Limitation. Under the Proposed
Regulations each of the foregoing methods was deemed reasonable if
the contribution of the property and allocation of tax items were
made with a view to "reducing substantially the partners' aggregate
overall tax liability without substantially affecting the amount to
which each partner is economically entitled on the partnership's
books" (the "Anti-Abuse Rule").'
In contrast, the Final Regulations have tightened the
Anti-Abuse Rule by adding "time value of money" concepts to the
rule. Under the Final Regulations, an allocation method is not
reasonable if the contribution of the property (or the FMV
revaluation event that results in reverse Section 704(c)
allocations) and the corresponding allocation of tax items with
respect to the property are made with a view to-shifting the tax
consequences of built-in gain or loss among the partners in a
manner that substantially reduces the present value of the
partners' aggregate tax liability.'
The Anti-Abuse Rule is quite broad. Further guidance is
needed by practitioners in the form of examples of non-abusive
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allocations (i.e., safe harbor examples) because -the Final
Regulations merely describe certain unreasonable allocations
(discussed below), without expressly stating what is believed to be
the intent of the rule. Such guidance should clearly provide that
the Anti-Abuse Rule will not be applied where the Traditional Rule
is used and there is no Ceiling Rule problem, and that if a Ceiling
Rule problem exists, the Traditional Method with Curative
Allocations may be required in appropriate circumstances.'
Finally, the Final Regulations provide that no taxpayer will be
required to use the Remedial Allocation Method if another method is
deemed to be unreasonable under the Anti-Abuse Rule.1"
Consistency Recruirement. The Final Regulations continue
to allow a partnership to use different reasonable allocation
methods with respect to different items of Section 704 (c) property.
However, the allocation method used for each particular item of
Section 704(c) property must be consistently applied to that item
of property by both the partnership and the partners from year to
year. In addition, the overall method or combination of methods
used by the partnership must be reasonable under the facts and
circumstances.1  In exercising its authority under Reg. § 1.704-3
to make adjustments if a partnership's allocation method is not
reasonable, the IRS can make adjustments regardless of the
provisions contained in the partnership agreement.
Effect on Transferees. In response to comments, the
Final Regulations clarify that if a contributing partner transfers
a partnership interest, the remaining built-in gain or loss with
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respect to the contributed property must be allocated to the
transferee partner as it would have been allocated to the
transferor partner had he or she remained as a partner.
Furthermore, if the contributing partner transfers only a portion
of its partnership interest, the share of built-in gain or loss
proportionate to the interest transferred must be allocated to the
transferee partner.12
If the partnership terminates by reason of such a
transfer, or if the partnership makes a Section 754 election with
respect to the transferee partner, the resulting basis adjustment
of the partnership should offset the built-in gain or loss that
must be allocated to the transferee partner by virtue of having to
succeed to the transferor/contributing partner's built-in gain or
loss amount. If there is no termination or Section 754 election,
the transferee (i) will bear the burden of stepping into the
contributing partner's shoes if there is a built-in gain
allocation13 and (ii) will reap the benefit of stepping into the
contributing partner's shoes if there is a built-in loss
allocation. 4
Nonrecocnition Transactions. The Final Regulations
provide that if a partnership disposes of a Section 704 (c) property
in a nonrecognition transaction in which no gain or loss is
recognized, the substituted basis property received in the
transaction is treated as Section 704(c) property with the same
amount of built-in gain or loss as the Section 704(c) property
disposed of by the partnership (with appropriate adjustments being
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made for any gain or loss recognized in such transaction). The
allocation method used for the substituted basis property must be
consistent with the allocation method chosen for the original
property. If a partnership transfers an item of Section 704(c)
property together with other property to a corporation under
Section 351, in order to preserve that item's built-in gain or
loss, the basis in the stock received in exchange for the Section
704(c) property is determined as if each item of Section 704(c)
property had been the only property transferred to the corporation
by the partnership."5
Accounts Payable. Accounts payable and other accrued but
unpaid items contributed by a partner using the cash receipts and
disbursements method of accounting are treated as Section 704(c)
properties for purposes of applying the Final Regulations."
Tiered Partnerships. The Final Regulations provide that
if a partnership contributes Section 704(c) property to a second
partnership (the lower-tier partnership), or if a partner that has
contributed Section 704(c) property to a partnership contributes
the partnership interest to a second partnership (the upper-tier
partnership), the upper-tier partnership must allocate its
distributive share of lower-tier partnership items with respect to
that Section 704(c) property in a manner that takes into account
the contributing partner's remaining built-in gain or loss."7
Allocations made under this rule will be considered to be made in
a manner that meets the requirements of § 1.704-1(b) (2) (iv) (g)
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(relating to capital account adjustments where guidance is
lacking.)
Small Disparities. The Final Regulations contain a de
minimis exception that permits a partnership to disregard the
application of Section 704(c) to contributed property (or, at the
election of the partnership, to allocate gain or loss with respect
to the property in accordance with Section 704(c) and the Final
Regulations only on the disposition of the property) if (1) the
aggregate book value of all properties contributed by a partner
during the partnership tax year does not differ from the aggregate
adjusted tax basis of those properties by more than 15% of the tax
basis, and (2) the aggregate disparity for all of the contributed
properties of such partner during that year does not exceed
$20, 000.18
Acfcreciation. Despite the numerous requests from
practitioners, the Final Regulations generally follow the Proposed
Regulations and provide that, with certain exceptions, property
generally may not be aggregated for purposes of making allocations
under Section 704(c). However, the Final Regulations added
additional exceptions so that all property (other than real
property) that is included in the same general asset account, and
all property with a basis of zero (other than real property), may
be aggregated. Each type of property must be separately
aggregated. Under the Final Regulations, the IRS may issue
additional guidance setting forth other assets for which
aggregation is permissible and may issue letter rulings. However,
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any aggregation of property must also be reasonable under the Anti-
Abuse Rule.19
Securities Partnership Aggregation. Securities
investment partnerships generally have numerous FMV restatements of
capital accounts to accommodate the frequent redemptions and admis-
sions of new investors. Some of these partnerships have been
granted relief by the Proposed and Temporary Regulations which,
effective for contributions and restatements after December 20,
1993, allow "securities partnerships" (defined below) to avoid the
cumbersome task of making 704(c) allocations on an asset-by-asset
basis. Instead, such partnerships are permitted to aggregate all
gains and losses from securities and similar investments (described
in Reg. 1.704-1(b) (2) (iv) (f) (5) (iii)). Gains must be aggregated
separately from losses.
The Temporary Regulations provide that, for purposes of
the new securities aggregation rules, a "securities partnership" is
one that: (1) is "diversified" under Section 851(b) (4), (2) has at
least 90 percent of its non-cash assets in securities or similar
investment interests described in Reg. § 1.704-
1(b) (2) (iv) (f) (5) (iii) (consisting of stocks, securities,
commodities, options, warrants, futures, or similar investments
that are readily tradable on an established securities market), (3)
either is registered with the Securities and Exchange Commission
under the Investment Company Act of 1940, as amended (15 U.S.C.
80a-i to 80b-2), as a Management Company, or does not have 50% or
more of its capital interests held at any time during the current
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partnership year by five or fewer persons, determined in accordance
with Section 707(b) (2), and (4) makes all of its allocations in
proportion to the partners' relative book capital accounts (except
for reasonable special allocations to a partner who is providing
management services to the partnership).2
CURATIVE ALLOCATIONS
Although the Traditional Method with Curative Allocations
continues to be described in the Final Regulations as a reasonable
method for making Section 704 (c) allocations, the Final Regulations
modified such method in a number of important respects. In
addition, the Final Regulations modified the example set forth in
the Proposed Regulations that described an unreasonable use of this
method, and include a new example that is designed to further
illustrate the manner in which Curative Allocations are to be made.
Distortions. Distortions caused by the Ceiling Rule
arise in two distinct situations -- (1) depreciation, depletion, or
amortization, or (2) gain or loss. In certain circumstances, these
distortions can be reduced or eliminated by the use of Curative
Allocations. In general, Ceiling Rule distortions respecting
depreciation occur when the partnership's annual tax depreciation
with respect to a contributed property is insufficient to match the
book depreciation for such property that is allocated to the
noncontributing partners for that year.
Example. A and B form partnership AB as equal partners.
A contributes depreciable property with a basis of $40 and an FMV
of $100 (i.e., built-in gain of $60). B contributes cash of $100.
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A's property is depreciated (for both book and tax purposes) using
a five-year recovery period, producing $20 of book depreciation and
$8 of tax depreciation each year. Assume that AB has no other
income or expenses.
A B
Book Tax Book Tax
Beginning capital accounts $100 $40 $100 $100
Depreciation, Year 1 (10) -0- (10) (8)
Depreciation, Years 2-5 (40) -0- (40) (32)
Ending Capital Accounts $ 50 $40 $ so $ 6_0
Because the Ceiling Rule applies, B is allocated less tax
depreciation ($40) than book depreciation ($50). After Year 5, the
book-tax disparity with respect to the contributed property has been
eliminated (i.e., because at the end of the five-year recovery period
of the property, both the book and tax basis of the property are
zero), and there is no further requirement under the Traditional
Method to make allocations of tax items to eliminate any remaining
disparity in the partners' capital accounts. The Ceiling Rule thus
results in a permanent distortion, the effect of which is offset (not
taking into account the timing and character of any gain or loss)
only when the partnership is liquidated or the partners dispose of
their partnership interests. Thus, if AB sold the property for $100
after Year 5, the book and tax gain of $100 would be allocated, under
the Proposed Regulations, 50 percent to each partner in accordance
with their economic-sharing ratios, thereby permitting a shifting of
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pre-contribution gain from A to B until the partnership is
liquidated.
The Curative Allocation. The purpose of the Traditional
Method with Curative Allocations is to permit partners to make
special allocations of tax items to eliminate or reduce book-tax
disparities that are created with respect to a noncontributing
partner because of the Ceiling Rule. A Curative Allocation will be
respected only if such allocation is reasonable. The Final
Regulations define a Curative Allocation as an allocation of income,
gain, loss or deduction for tax purposes that differs from the
partnership's allocation of the same item for book purposes.21 Thus,
if as a result of the Ceiling Rule, the amount of tax depreciation
that is allocated to a noncontributing partner in respect of a
Section 704(c) Property is less than the amount of book depreciation
allocated to such partner in respect of such property, the partners
can eliminate or minimize the book-tax disparity that otherwise would
be created with respect to the noncontributing partner by electing to
allocate to that partner an additional amount of tax depreciation
that (a) is attributable to another depreciable property and (b)
otherwise would have been allocated to the contributing partner.22
Alternatively, the Curative Allocation could be made by (i) specially
allocating items of gross tax deductions to the noncontributing
partner that otherwise would have been allocated to the contributing
partner or (ii) specially allocating items of taxable income to the
contributing partner that otherwise would have been allocated to the
noncontributing partner. The partners can elect to make Curative
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Allocations by utilizing all eligible items of taxable income and
loss, or only by reallocating a designated tax item between the
partners (e.g., depreciation only from a specifically designated
property). If a partnership elects to make Curative Allocations to
eliminate Ceiling Rule distortions that otherwise would exist with
respect to a Section 704(c) Property, the partnership must
consistently make such Curative Allocations in respect of such
property from year to year.23
Amount Permitted. Under the Proposed Regulations, if the
partnership did not have sufficient tax items to fully offset the
effect of the Ceiling Rule for any taxable year, the partnership
could cure the remaining disparity by making a Curative Allocation in
the next succeeding year in which it had sufficient tax items to do
so. 24 Under the Final Regulations, however, a Curative Allocation
with respect to a Section 704(c) Property is reasonable only if the
amount of the allocation does not exceed the amount needed to offset
the distortion caused by the Ceiling Rule with respect that property
for the current year (the "Current Year Rule") .2 Unlike the
Proposed Regulations the Final Regulations provide that if the
partnership does not have sufficient tax items to cure Ceiling Rule
distortions arising during years prior to the partnership's
disposition of the Section 704(c) Property, the partnership may make
a Curative Allocation at the time of such disposition to correct any
such previously uncured distortions.
Timinq. The Final Regulations contain a new rule (Timing
Rule) relating to the period of time over which Curative Allocations
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are to be made.26 Although the Final Regulations do not directly or
clearly specify the period over which Curative Allocations must be
made, they do provide that if a partnership is unable to make a
Curative Allocation for a taxable year, then, notwithstanding the
Current Year Rule, the partnership may cure the shortfall by making
Curative Allocations in future years, but only if the Curative
Allocations are made over a reasonable period of time and such
allocations were provided for in the partnership agreement that was
in effect for the year during which the Section 704(c) Property was
contributed to the partnership. Although the Final Regulations do
not specifically define what is a reasonable period of time for
purposes of this rule, the Final Regulations do state that a
reasonable period of time will include the economic life of the
Section 704(c) Property in respect of which the deductions are
limited by the Ceiling Rule. The scope and intended effect of such
rule is illustrated in Treas. Reg.§ 1.704-3(c) (4), Example 3, which
is set forth and analyzed below.27
Type of Allocations. The Final Regulations substantially
clarified and expanded the types of Curative Allocations that can be
made without violating the reasonableness standard.28  The Final
Regulations generally provide that to be reasonable, the Curative
Allocation must be expected to have substantially the same effect on
each partner's tax liability as the tax item that is limited by the
Ceiling Rule. This expectation must exist at the time the
Section 704(c) Property is contributed (or committed to be contrib-
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uted) to the partnership and the Curative Allocation becomes part of
the partnership agreement.
The Final Regulations illustrate this concept by providing
that where the amount of loss or depreciation deductions are limited
by the Ceiling Rule, Curative Allocations of gain or income to the
contributing partner may be made so long as the Curative Allocation
is expected to have the same effect on the contributing partner as
would an allocation to such partner of gain or income with respect to
the Section 704 (c) Property the tax items of which have been limited
by the Ceiling Rule. The Final Regulations also specifically
provide, as an example, that if a tax-exempt partner contributes a
depreciable property the depreciation deduction from which will be
limited by the Ceiling Rule, the partnership cannot make Curative
Allocations of dividend or interest income to such partner to cure
the distortion. The partnership may, however, allocate items of tax
depreciation attributable to other properties to the noncontributing
partner that otherwise would have been allocated to the tax-exempt
partner.
These rules relating to the character of Curative
Allocations do not prevent the elimination of a book-tax disparty by
allocating capital gain that the partnership recognizes on the
disposition of the Section 704 (c) Property to the extent depreciation
was limited by the Ceiling Rule, but only if such Curative Allocation
is provided for in the year that the Section 704(c) Property was
contributed to the partnership or revalued. Accordingly, if Curative
Allocations are to be used, it is imperative that the partnership
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agreement specifically address the manner in which such allocations
are to be made when the Section 704(c) Property is first contributed
to the partnership (or a revaluation of the partnership's assets
occurs). Otherwise, the Curative Allocation may be partially or
wholly without effect. This rule is both unnecessary and a trap for
the unwary. Because of the complexity of Section 704(c) and the
Final Regulations, it is probable that partners frequently will
execute partnership agreements that do not address the manner in
which Section 704(c) allocations are to be made. In these instances,
there is no sound reason why the partners should not be permitted to
eliminate distortions created by the Ceiling Rule upon the
disposition of the Section 704(c) Property. When the Section 704(c)
Property is no longer owned by the Partnership. The author urges
that this particular rule should therefore be removed from the Final
Regulations.
Examples. The Final Regulations contain three examples
that illustrate when Curative Allocations will be deemed reasonable
or unreasonable. In the first example, which is almost identical to
the first example that was contained in the Proposed Regulations, E
and F form partnership EF, with E contributing equipment the
remaining useful life of which is 10 years, the tax basis of which is
$4,000 (producing $400 of tax depreciation each year), and the FMV of
which is $10,000 (producing $1,000 of book depreciation each year).
The net operating income generated by the equipment is assumed to be
zero for EF's first year. F contributes $10,000 of cash that is used
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to purchase inventory which is sold during the first year for
$10,700, thereby yielding $700 of book and tax income to EF.
Under the Traditional Method, each of E and F would be
allocated $350 of inventory income and $500 of book depreciation, and
F would be allocated the entire $400 of tax depreciation. As a
result, a $100 distortion is created with respect to F because parity
cannot be maintained between F's book and tax capital accounts since
the tax depreciation attributable to the equipment ($400) is less
than the amount of book depreciation allocated to F for the year
($500). In this example, the $100 distortion may be eliminated by
allocating to E an additional $100 of income from the inventory sale,
thereby reducing F's share of such taxable income to $250.
The first example further states that E and F may not
allocate all of the income from the sale of the inventory to E
because the extra amount of sale income that would be allocated to E
would exceed the amount necessary to offset the disparity caused by
the Ceiling Rule.29
The second example addresses a fact pattern involving a
contribution of more than one depreciable Section 704(c) Property to
a partnership, and illustrates the manner in which Curative
Allocations can be made when one of the contributing properties
creates a Ceiling Rule distortion.3" In this example, G and H form
50-50 partnership GH, with G contributing depreciable property G1 and
H contributing depreciable property HI. G's tax basis in G1 is
$3,000, and the FMV of such property is $10,000. H's tax basis in H1
is $6,000, and the FMV of such property is $10,000. Both G1 and HI
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are depreciated on a straight line basis and the remaining cost
recovery period for each property is five years. Thus, G1 has a
built-in gain of $7,000 and generates $600 of tax depreciation and
$2,000 of book depreciation each year, and Hi has a built-in gain of
$4,000 and generates $1,200 of tax depreciation and $2,000 of book
depreciation each year. The example further assumes that each
property generates $500 of cash operating income each year, all of
which is retained by GH.
Under the Traditional Method, GH's items of income and loss
would be allocated to G and H as follows:
PARTNER G PARTNER H
BOOK TAX BOOK TAX
Initial Contribution $10,000 $3,000 $10,000 $6,000
G1 Depreciation (1,000) -0- (1,000) (600)
HI Depreciation (1,000) (1,000) (1,000) (200)
Operating Income 500 500 500 500
Ending Balance $ 8,500 $2,500 $ 8,500 $5,700
Thus, if the Traditional Method is used, G would be
allocated $200 more tax depreciation than H even though H contributed
depreciable property with the same FMV and recovery period and a
higher tax basis. G and H can rectify this anomaly by electing to
make Curative Allocations of GH's tax depreciation, as follows:
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PARTNER G PARTNER H
BOOK TAX BOOK TAX
Initial Contribution $10,000 $3,000 $10,000 $6,000
G1 Depreciation (1,000) -0- (1,000) (600)
HI Depreciation (1,000) (600) (1,000) (600)
Operating Income 500 500 500 500
Ending Balance $ 8,500 $2,900 $ 8,500 $5,300
The second example is completely silent as to whether, or
under what circumstances, G and H could be compelled to use Curative
Allocations to eliminate the distortion that otherwise would arise if
GH's tax items were allocated using the Traditional Method without
Curative Allocations. Query whether the IRS could compel the use of
Curative Allocations if H were a tax-exempt entity or possessed
otherwise unusable net operating losses. The authors are of the view
that any such attempted compulsion by the IRS would be an unwarranted
and unjustified use of the Anti-Abuse Rule where the remaining
economic lives of the contributed properties approximate the
remaining cost recovery periods for such properties.
The final example illustrates when Curative Allocations
will be deemed unreasonable. The basic fact pattern used in this
example is similar to the fact pattern that was used in the second
example that was contained in the Proposed Regulations. The Final
Regulations made several key changes to this example, however, to
illustrate the manner in which the new Timing Rule is intended to
operate.31
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In the third example, J and K form 50-50 partnership JK,
with J contributing equipment having a FMV of $10,000 and a tax basis
of $1,000, and K contributing $10,000 of cash. Importantly, the
example states that J's contribution is being made "with a view to
[take] advantage of the fact that the equipment has only one year
remaining on its cost recovery schedule although it has an estimated
remaining economic life of 10 years." In addition, J has substantial
net operating loss carryforwards that are expected to expire unused.
K's cash is used to purchase inventory, which is resold for $18,000,
thereby producing $8,000 of operating income. JK otherwise has no
cash operating income.
Under the Traditional Method, JK's tax items would be
allocated, and J and K's capital accounts would be adjusted, as
follows:
PARTNER J PARTNER K
BOOK TAX BOOK TAX
Initial Contribution $10,000 $1,000 $10,000 $10,000
Depreciation (5,000) -0- (5,000) (1,000)
Sales Income 4,000 4,000 4,000 4,000
Ending Balance $ 9,000 $5,000 $ 9,000 $13,000
If J and K used a Curative Allocation of the sales income
to offset the Ceiling Rule distortion reflected above, J and K's
capital accounts would be as follows:
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PARTNER J PARTNER K
BOOK TAX BOOK TAX
Initial Contribution $10,000 $1,000 $10,000 $10,000
Depreciation (5,000) -0- (5,000) (1,000)
Sales Income 4,000 8,000 4,000 -0-
Ending Balance $ 9,000 $9,000 $ 9,000 $9,000
The example states that the foregoing Curative Allocation
is not reasonable because the contribution was made and the Curative
Allocation is being used with a view to shift a significant amount of
JK's taxable income to a partner with a low marginal tax rate (J) and
away from a partner with a high marginal tax rate (K). Instead, the
example concludes, with only a limited amount of discussion or
analysis, that only $400 of sales income may be specially allocated
to J as a curative allocation. The $400 Figure was selected because
the economic life of the contributed equipment is 10 years, and $400
is equal to 1/10 of $4,000 (the amount of the distortion caused by
the Ceiling Rule).
The foregoing example is perplexing and disturbing for the
following reasons. First, at the time the property was contributed
to, and the inventory was purchased by, JK, the partners could not
have known that the inventory would be sold for an $8,000 profit.
Thus, there could be no certainty that JK would have income
sufficient in the first year to cure the distortion. It is possible,
of course, that the IRS simply concluded that because the economic
life of the equipment was 10 years and the remaining recovery period
was one year, the potential distortion amount ($4,000) must under all
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circumstances be burned off over 10 years at the rate of $400 per
year, without regard to whether the partners "intend" to front load
income and allocate such income to the contributing partner. If this
is the method intended by the IRS to be used, it is unclear how
partners are to determine the economic life of the contributed
property. It is also unclear whether the IRS' mandated burn-off
period may be shortened if the contributed property is disposed of
prior to the expiration of such period or the property either becomes
obsolete or otherwise substantially declines in value so that the
underlying assumption regarding economic life proves to be incorrect.
Query whether it matters if, without any preexisting "intent," either
(1) the partnership is unexpectedly profitable or (2) the partnership
purchases other depreciable property, and the noncontributing partner
(K in the example) wishes to be made "whole" from a tax standpoint.
Because the example is written in a very rigid manner, it would
appear that none of these permutations may be considered.
In addition, the example fails to analyze or address the
collateral effects that will result if the parties cannot make the
Curative Allocation they desire. In this case, although the example
is silent, it would appear likely (or at least plausible) that JK
would distribute the $18,000 of cash it receives on the sale of the
inventory. In that event, each partner would be distributed $9,000
of cash. The distribution to J ($9,000) would exceed J's basis in
his partnership interest ($5,400) so that J would recognize $3,600 of
additional gain on the distribution under Section 731.32 As a
consequence, J's total taxable income and gain for the year would be
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$8,000 ($4,400 allocation from JK plus $3,600 of gain on the
distribution), which is exactly equal to the amount of taxable income
that the partners attempted to allocate to J using the $4,000
Curative Allocation. The loser, therefore, is K who is forced to
recognize an additional $3,600 of taxable income on the inventory
sale if the Curative Allocation is deemed unreasonable.
If JK makes an election under Section 754, JK will be
entitled to increase its basis in the equipment by the $3,600 of gain
recognized by j,33 and each partner's book capital account will be
increased by $1,800. 34 Thus, following these adjustments, JK's tax
basis in its equipment would be $3,600 and the partners' capital
accounts would be as follows:
PARTNER J PARTNER K
BOOK TAX BOOK TAX
Initial Contribution $10,000 $1,000 $10,000 $10,000
Depreciation (5,000) -0- (5,000) (1,000)
Sales Income 4,000 4,400 4,000 3,600
Cash Distribution (9,000) (9,000) (9,000) (9,000)
Section 754 Adjustment 1,800 -0- 1,800 -0-
Ending Balance $ 1,800 $ 0- $ 1,800 $3,600
If JK were to sell the equipment on the first day of the
second year for $3,600, JK would not realize any book or tax income
and would have $3,600 of cash to distribute to J and K. If the
partnership agreement provides for liquidating distributions to be
made in accordance with the partners' final book capital accounts,
the cash would be distributed equally to J and K. K's tax basis
would be reduced to $1,800, and K therefore would recognize a capital
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loss of $1,800 in year two ($3,600 beginning tax basis minus $1,800
of cash distribution), which loss cannot be carried back and offset
against any portion of the $3,600 of sales income allocated to K
during the first year of JK's operations. In contrast, J would
recognize $1,800 of capital gain under Section 731 on the
distribution.
Drafting Curative Allocations. If the partners wish to
cure a distortion caused by the Ceiling Rule by using Curative
Allocations, the partnership agreement should contain a provision
whereby the partners elect to make Curative Allocations to cure such
distortion and set forth, with specificity, the manner in which the
distortion is to be cured. As noted above, the partners can specify
that if the distortion is attributable to a lack of depreciable tax
basis with respect to a particular Section 704(c) Property, the
noncontributing partner can be allocated additional items of tax
depreciation attributable to another specific depreciable property or
to all of the partnership's other depreciable properties.
Alternatively, the Curative Allocation could be made by allocating
items of gross tax deduction to the noncontributing partner or items
of gross taxable income to the contributing partner. The partners
also can elect to cure the distortion only upon the disposition of
the Section 704(c) Property by the partnership through a special
allocation of tax gain (or loss) to the contributing partner.
Regardless of how the partners elect to make the Curative
Allocations, the partnership agreement should provide for book and
tax capital accounts to be maintained with respect to each partner,
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with a specific requirement that the Curative Allocations be made to
the extent necessary to maintain book-tax parity as to the
noncontributing partner(s). In addition, the partnership agreement
should direct the partnership's accountants or recordkeepers to keep
track of the Section 704(c) built-in gain (or loss) that exists or
remains with respect to the Section 704(c) Property and the extent to
which the book-tax disparity of a noncontributing partner cannot be
cured as of the end of each taxable year. By maintaining records in
this manner, the partners will be better able to make whatever
Curative Allocations are needed upon the disposition of the Section
704(c) Property to eliminate any then remaining book-tax disparities.
Tax Planning Opportunities. As noted above, it does not
appear that the IRS can compel a partnership to use or not use the
Traditional Method with Curative Allocations. As a result, partners
are free to determine which method they wish to use and agree to
determine which method will be most beneficial to them from a federal
income tax standpoint, subject only to the Anti-Abuse Rule which, as
noted above, does not give the IRS the authority to disallow the use
of a particular method simply because its use yields less revenue to
the government. Thus, if the contributing partner is in a higher tax
bracket than the noncontributing partner, the partners might be more
inclined to use Curative Allocations to shift additional items of
taxable income away from the noncontributing partner to the
contributing partner. Conversely, if the noncontributing partner is
in a higher tax bracket, the contributing partner may be more willing
to allow Curative Allocations to be made, particularly if the
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noncontributing partner is willing to sweeten some other part of the
transaction. For the foregoing reasons, whenever a Section 704(c)
Property is contributed to a partnership, it is imperative that the
partners fully understand how each of the available methods will
affect their individual federal income tax positions.
REMEDIAL ALLOCATION METHOD
Overview. The Temporary Regulations revised the Deferred
Sale Method contained in the original Proposed Regulations.
According to the preamble to the Temporary Regulations, the revised
method, called the "Remedial Allocation Method," was conceived to
achieve results substantially similar to the results of the Deferred
Sale Method without the complexity.3"
Under the Deferred Sale Method, the contribution of
property to a partnership would have been treated as a sale by the
contributing partner at FMV. The partnership would take an FMV basis
in the contributed property thereby permitting the noncontributing
partner to avoid the limitations of the Ceiling Rule by receiving
equal allocations of book and tax items. The contributing partner
would have been required to recognize any built-in gain (or loss) to
the extent, and when, the partnership claims increased (or decreased)
depreciation deductions or earlier, if the partnership disposes of
the property in a taxable transaction or the contributing partner's
interest in the partnership is reduced.
Under the Remedial Allocation Method, the partnership is
permitted to "create" tax artificial allocations of income, gain,
loss or deduction for tax purposes to ensure that a noncontributing
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partner receives equal amounts of tax and book items. Remedial
Allocations are tax allocations of artificial income or gain that are
created by a partnership and that are offset by artificial tax
allocations of loss or deduction that are created by the partnership.
It is important to understand that under the Remedial Allocation
Method the partnership, subject to the limitations described below,
creates the proper amount of income, gain, loss or deduction and
merely makes a bookkeeping entry. The partnership does not need to
have sufficient tax items to make the Remedial Allocation in a
particular year.
Under the Remedial Allocation Method, if the Ceiling Rule
results in a book allocation to a noncontributing partner that
differs from the corresponding tax allocation, the partnership merely
creates a remedial allocation of tax income, gain, loss, or deduction
to the noncontributing partner equal to the full amount of the
limitation caused by the Ceiling Rule and a simultaneous offsetting
allocation of deduction, loss, gain, or income to the contributing
partner.
Basis Bifurication. Despite the statement in the preamble
to the Temporary Regulations that the Remedial Allocation Method was
chosen to avoid the complexity of the Deferred Sale Method, the
Remedial Allocation Method retains the complex basis bifurcation rule
of the Proposed Regulations (Temp. Reg. § 1.704-3T(d) (2)). Thus, the
portion of the partnership's book basis in the property equal to the
contributing partner's tax basis in the property must be depreciated
or recovered over the property's remaining recovery period. The
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remainder of the partnership's book basis, which represents the
built-in gain, is treated as newly-purchased property having its own
fresh recovery period. 6
Amount of Allocation. A Remedial Allocation is reasonable
for a taxable year only to the extent it equals the amount necessary
to offset the effect of the Ceiling Rule for that taxable year.
Apparently, unlike the Traditional Method with Curative Allocations
which permits partnerships to offset only a portion of a Ceiling Rule
limitation provided it does not exceed the amount necessary to offset
the effect of the Ceiling Rule for the current allocation year, the
Remedial Allocation Method is only reasonable if the full effect of
the Ceiling Rule is corrected.
A partnership may dispose of a contributed property before
the full book-tax disparity has been eliminated. Although it is
unclear from the Temporary Regulations, the authors believe that the
partnership should be required to make Remedial Allocations of tax
gain and tax loss at the time of the disposition to offset the
remaining impact, if any, of the Ceiling Rule.3"
Type of Income. Remedial Allocations of income, gain,
loss, or deduction must have the same effect on each partner's tax
liability as the tax item that is limited by the Ceiling Rule.38
This means that when relevant, such attributes as the source, char-
acter (e.g., under Section 469) or nature of the item limited by the
Ceiling Rule must be taken into account. The Temporary Regulations
offer some guidance by providing that if the item limited by the
Ceiling Rule is a loss from the sale of contributed property, the
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offsetting Remedial Allocation to the contributing partner must be
gain from the sale of the property. 9  If the item limited by the
Ceiling Rule is depreciation, the offsetting Remedial Allocation of
income to the contributing partners must be of the "same type of
income that the contributed property produces."
Anti-Abuse Rule. Remedial Allocations are subject to the
general Anti-Abuse Rule of the Final Regulations. The Preamble
contains a confusing example that illustrates how a remedial
allocation could violate the Anti-Abuse Rule. In the example, a
partnership holding the stock of a controlled foreign corporation
("CFC") that was contributed to it by a partner who causes the CFC to
distribute dividends prior to the disposition of such stock by the
partnership. The Preamble concludes that if "the contributing
partner would have received a Section 704(c) allocation of dividend
income pursuant to Section 1248 absent the dividend distribution but,
as a result of the distribution, the contributing partner would
receive a remedial allocation of capital gain," the Anti-Abuse Rule
will apply if the steps of the transactions were made with a view to
reducing substantially the present value of the aggregate tax
liability of the partners.
Section 752 - Allocation of Nonrecourse Liability Rules.
The Deferred Sale Method arguably distorted the manner in which
partners were to share nonrecourse liabilities for purposes of
Section 752. The Remedial Allocation Method, on the other hand,
operates in concert with the general liability sharing rules of the
Section 752 regulations, and no distortion occurs as Remedial
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Allocations are made. In general, nonrecourse liabilities are shared
among partners under a three-tier system. First, a partner is
allocated an amount of nonrecourse liabilities equal to the partner's
share of partnership minimum gain. Second the partner is allocated
an amount of such liabilities equal to the partner's share of the
gain the partner would recognize under Section 704(c) if the
partnership disposed of all partnership properties subject to one or
more nonrecourse liabilities in full satisfaction of the debt and no
other consideration ("Section 704(c) minimum gain"). Finally, the
partner is allocated a share of the remainder, if any, of the
nonrecourse liabilities in accordance with the partner's share of
partnership profits.4°
Under the Deferred Sale Method, the partnership would take
an FMV basis for contributed property. This effectively would
eliminate any Section 704(c) minimum gain with respect to the
contributed property. Thus, the contributing partner would initially
receive a share of nonrecourse liabilities based solely on the
contributing partner's share of partnership profits. If, as a
consequence of the contribution, the contributing partner's share of
the nonrecourse liabilities would be less than such partner's basis
for his interest (i.e., because the contributing partner's share of
profits is too small to be allocated a sufficient level of
liabilities in basis), the contributing partner will recognize gain
under Section 731.
In contrast, under the Remedial Allocation Method, the
partnership does not take an FMV basis for the contributed property,
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and therefore, the Section 704(c) Minimum Gain share of liabilities
remains intact. Moreover, because Remedial Allocations have no
effect on partnership book accounts and because the determination of
partnership minimum gain and partnership profits will be based on
book rather than tax amounts, such Remedial Allocations will not
affect the allocation of nonrecourse liabilities among partners.
Comparison of Methods. The differences that exist with
respect to timing and character of income among the various methods
for eliminating book-tax disparities likely played a large role in
the replacement of the Deferred Sale Method with the Remedial
Allocation Method. The Deferred Sale Method was simply too
attractive for the contributing partners by allowing those partners
to be allocated increased tax depreciation (ordinary) deductions at
the cost of capital gain income recognition. The following example
illustrates the different treatment of the partners under the Tradi-
tional, Deferred Sale and Remedial Allocation Methods.
Example. A and B form equal partnership AB, with A
contributing $100 of cash (held in reserves) and B contributing a
ten-year property having a remaining recovery period of two years, an
FMV of $100 and a tax basis of $40 (i.e., $60 of built-in gain). If
the Remedial Allocation Method is not elected and the partners adopt
the Traditional Method (with or without Curative Allocations), the
property will generate tax depreciation of $20 per year (i.e., $40
basis divided by two years) and book depreciation of $50 per year
(i.e., $100 FMV divided by two years). Because A and B have agreed
to share all economic profit and loss equally, the $50 of annual book
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depreciation is allocated $25 each to A and B (for ease of illustra-
tion, assume AB has no other items of income and deduction for any
year).
Under the Traditional Method, to the extent possible, A,
the noncontributing partner, must be allocated tax depreciation each
year equal to the $25 of book depreciation allocated to A for such
year. In this case, the Ceiling Rule operates to prevent A from
being allocated an amount of tax depreciation that matches the book
depreciation allocation to him (only $20 of tax depreciation is
available). Unless a permitted corrective allocation is made, a
distortion will occur. Thus, after year 2, no further Section 704(c)
allocations are required because there no longer exists any book-tax
differential (i.e., the partnership's book and tax basis for the
property equals zero). If the property is then sold and the
partnership is liquidated, A will recognize a capital loss of $10
because the amount distributed to A ($100) will be less than A's
basis ($110) and B will recognize a capital gain of $10 because the
amount distributed to B ($100) exceeds B's basis ($90). This gain
and loss could be deferred, however, if the partnership is kept
alive. The results for A and B under the Traditional Method are
illustrated in Exhibit I.
The results would have differed materially under the
Deferred Sale Method. The initial basis of the contributed property
to AB under this method equals $100, the FMV of the property, instead
of the $40 carryover basis. A portion of the $100 basis equal to
contributing partner B's $40 tax basis in the property is depreciated
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over the property's remaining two-year useful life under Section
168(i) (7). The remaining $60 of tax basis, which represents the $60
of built-in gain, is treated as a newly-purchased property having its
own fresh recovery period of ten years. As a result, AB's tax and
book depreciation would be $20 for each of years 1 and 2 for the $40
of carryover basis from Partner B. AB also would have tax and book
depreciation of $6 for each of years 1 through 10 for the $60 basis
step-up. However, under the Deferred Sale Method, B would recognize
$6 of capital gain during each of the first 10 years as AB claims the
$60 of increased tax depreciation attributable to the $60 step-up in
basis. The results for A and B under the Deferred Sale Method are
shown in Exhibit II.
The results are different if the partners agree to adopt
the Remedial Allocation Method. The amount of book items allocated
to each partner is determined in the same manner as under the
Deferred Sale Method. The portion of the partnership's book basis in
the property that is equal to the contributing partner's tax basis in
the property must be depreciated or recovered over the property's
remaining recovery period. The remainder of the partnership's book
basis, which represents the built-in gain, is treated as newly-
purchased property having its own fresh recovery period. Thus, as is
the case when the Deferred Sale Method is used, AB's tax and book
depreciation would be $20 for each of years 1 and 2 attributable to
the $40 of carryover basis from Partner B. AB also would have book
depreciation of $6 for each of years 1 through 10 for the $60 basis
step-up. However, unlike the Deferred Sale Method, B will not
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recognize capital gain attributable to the basis step-up amount ($6
each year) claimed by AB. Under the Remedial Allocation Method, if
tax allocations are unavailable (i.e., are limited under the Ceiling
Rule) to match the book allocation to a noncontributing partner, the
partnership creates (i) a tax allocation of income, gain loss or
deduction to the noncontributing partner equal to the full amount of
the limitation and (ii) an offsetting tax allocation of deduction,
loss or gain or income to the contributing partner. Thus, under the
Remedial Allocation Method, contributing partner B will be allocated
ordinary tax income to offset the remedial ordinary tax deduction
allocated to A. This Remedial Allocation of deduction to A is
nothing more than the partnership creating a $3 ordinary tax
deduction to match the $3 of book depreciation allocated to A in each
of years 3 through 10. The results for A and B under the Remedial
Allocation Method are illustrated in Exhibit III.
If the character of income allocated and timing of the
allocations are ignored, each of the allocation methods eventually
will produce the same results. As described more fully below, in
every case, A, the noncontributing partner, receives a total
aggregate loss of $10 and contributing partner B in each case has a
net aggregate gain of $10. The three methods produce vastly
different results for the partners, however, because of timing and
character difference. These timing and character differences are
illustrated in Exhibit IV.
Under the Traditional Method, B would not be allocated any
future tax depreciation and, because of the application of the
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Ceiling Rule, would only realize a $10 capital gain when AB is
liquidated. Because of the operation of the Ceiling Rule, noncon-
tributing partner A would be allocated $40 of tax depreciation ($20
each year) and would realize a $10 capital loss on liquidation of AB.
In contrast, under the Deferred Sale Method, AB would take
an FMV basis and A and B would both be allocated $50 of tax
depreciation (most of which would be enjoyed in the first two years).
However, contributing partner B also would be required to recognize
a total of $60 of capital gain ratably over ten years. Thus, under
the Deferred Sale Method, B would have been able to both shelter $50
of his other ordinary income and convert such other income to capital
gain. A, on the other hand, still would receive $50 of tax
depreciation, except that $14 ($40-$26) of these deductions would be
shifted to the last eight years.
Under the Remedial Allocation Method, B would be allocated
$14 of tax depreciation ($7 in each of years 1 and 2 compared to zero
under the Traditional Method) as well as artifically "created" AB
ordinary income of $24 ($3 in each of years 3 through 10). A, on the
other hand, would be allocated $26 of tax depreciation ($13 in each
of years 1 and 2) and would be allocated AB "created" ordinary
deductions of $24 ($3 in each of years 3 through 10).
In negotiating which method AB should use, B must balance
not receiving any future tax deductions and deferring any income
until liquidation of AB by using the Traditional Method with
receiving $14 of additional tax depreciation over the first two years
combined with ordinary income recognition of $3 of income in each of
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years 3 though 10 by using the Remedial Allocation Method. In making
this analysis, B must consider when AB is likely to dispose of the
contributed property.
CONCLUSION
The Final Regulations provide partnerships and their
partners with workable and understandable rules that eliminate most
of the uncertainty involving Section 704(c) allocations. Despite the
overly broad Anti-Abuse Rule, the Final Regulations permit some
important tax planning flexibility that can be used by practitioners
who understand the difference in tax treatment for contributing and
noncontributing partners under each of the methods for eliminating
book-tax differentials arising from property contributions and fair
market revaluations of capital accounts.
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ASSUME: 
EXHIBIT I: CAPITAL ACCOUNTS USING THE 
TRADITIONAL METHOD 
A contributes $100 cash 
B contributes $100 FMV Property with $40 tax basis ($60 inherent gain) 
10-year property with 2 years left on recovery period 
Contribution 
Depreciation, Year 1 
Depreciation, Year 2 
Balances, Year 3 
Gain from a sale @ $100 
Cash Distribution 
$100 
50 
Book 
(25 ) 
~) 
$ 50 
Noncontributing 
Partner A 
$100 
50 
Tax 
(20) 
l.£q) 
$ 60 
$100 
50 
Book 
(25 ) 
l2d) 
$ 50 
Contributing 
Partner B 
$ 40 
50 
(100) 
Tax 
-0-
-0-
$ 40 
(100) 
$-0-
(100) 
$ 10* 
= 
(100) 
$-0- $ (10) ** 
= 
c 
,c.. 
N 
Capital Loss on Liquidation. 
Capital Gain on Liquidation. 
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w EXHIBIT II: CAPITAL ACCOUNTS USING THE 
DEFERRED SALE METHOD 
Noncontributing Contributing 
Partner A Partner B 
Deferred 
Book Tax Book Tax sale gain 
Contribution $100 $100 $100 $100 
(deemed sale) 
Depreciation, Year 1 
Carryover (10) (10) (10) (10) 
Step-up (3) (3) (3) (3) 6 
Depreciation, Year 2 
Carryover (10) (10) (10 ) (10) 
Step-up (3) (3) (3) (3) 6 
Depreciation, Years 3-10 
Carryover -0- -0- -0- -0- 48 
Step-up (24 ) (24 ) (24 ) (24) 
Balances at end $ 50 $ 50 $ 50 $ 50 
= = = = 
Total capital gain $ 60 
= 
nnf'" "0.,,0£:.'1 
EXHIBIT III: CAPITAL ACCOUNTS USING 
THE REMEDIAL ALLOCATION METHOD 
Noncontributing Contributing 
Partner A Partner B 
Book Tax Book Tax 
Contribution $100 $100 $100 $40 
Depreciation, Year 1 
Carryover (10) (10) 
Step-up 
--.ill. --.ill. 
Total (13) (13) (13) (7 ) 
Depreciation, Year 2 
Carryover (10) (10) 
Step-up 
..ill. ..ill. 
Total (13) (13) (13) (7 ) 
Depreciation, Years 3-10 
Carryover -0- -0- -0- -0-
Step-up (24 ) -0- (24 ) -0-
Remedial Allocations: 
Income Allocation -0- -0- -0- 24 
Deduction Allocation 
Created (Yrs. 3 -10) -0- JMl -0- -0-
BALANCES $50 $50 $50 $50 
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«etbOO 
Traditional 
~tbgs1 
BXJIIBIT IV, TRADITIONAL VS. DEFERRED SALE VS. RBMBDIAL ALLOCATION METHODS 
TIllING AND CHARACTER DIFFBRBNCES 
PARTNER A ~ARTNEB. B 
Remedial Q~f~~~~g S~l~ ~tbgg 
Deferred Allocation Traditional Ordinary Capital 
Sell: Hl:tbgg Hl:tbgg ~tbgg Tax Q~gJ.ls;:t;!,gDa ~~;LD 
., 
(Ordinary Tax Deductions) 
(ear 1 (20) (13) (13) -0- (13) 6 
2 (20) (13) (13) -0- (13) 6 
3 -0- (3) (3) -0- (3) 6 
4 -0- (3) (3) -0- (3) 6 
5 -0- :, (3) (3) -0- (3) 6 
6 -0- (3) (3) -0- (3) 6 
7 -0- (3) (3) -0- (3) 6 
8 -0- (3) (3) -0- (3) 6 
'I, 
9 -0- (3) (3) -0- (3) 6 
10 ~ -'.l) (,1) ~ (,1) ~ 
TOTALS $ (!2) ($~) $~ (±) ($~) $~ 
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B~m~g;!,el AUgs;:et;!.gO 
Deduction Income 
Allgs;:et;!.gO .&l]~t~g}, 
(7) 
(7) 
-0- 3 
-0- 3 
-0- 3 
-0- 3 
-0- 3 
-0- 3 
-0- 3 
~ 3. 
$ (11) $ll 
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1. See Frankel, Loffman, and Presant, "IRS Issues Proposed
Partnership Allocation Rules for Contributed Property," 78
JTAX 268 (May 1993) and "Planning Opportunities Exist Under
the Allocation Methods for Contributed Property," 78 JTAX
324 (June 1993).
2. Regs. 1.704-1(b) (4) (i) and -1(b)(5), Example 18.
3. For a thorough discussion of the old Regulations and the
various problems associated with the Ceiling Rule, see
Marich and McKee, "Sections 704(c) and 743(b): The
Shortcomings of Existing Regulations and the'Problems of
Publicly Traded Partnerships," 41 Tax L. Rev. 627 (1986).
4. For an example illustrating the Ceiling Rule, see the
discussion of "Curative Allocations" in the text below.
5. Reg. 1.704-3(a) (1) provides that these three methods merely
are some of the reasonable methods that may be used to
eliminate the book-tax differential and that they are not
exclusive. No guidance is given as to whether the method
selected must be disclosed on the tax returns of a
partnership or its partners, thus suggesting that no special
disclosure is required for the use of any reasonable method.
The preamble to the Final Regulations ("Additional
Reasonable Methods") rejected suggestions that two other
methods be recognized as reasonable. The first is the
"undivided interests method," contained in Section 704(c) (3)
prior to amendment by TRA 84, under which allocations of
depreciation, depletion, or gain or loss with respect to
undivided interests in-property contributed to a partnership
were determined as though the undivided interests had not
been contributed to the partnership. Under the second
method, frequently used in the oil and gas industry, each
partner is, in essence, allocated all of the depreciation or
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depletion from each item of property that the partner
contributed to the partnership (or from property purchased
with cash contributed by that partner). Upon disposition of.
the contributed property, remaining built-in gain or loss is
allocated to the contributing partner, and any additional
gain or loss is allocated according to the partnership
agreement. Because these methods are not of general
application, the IRS and Treasury decided not to add either
method as a specific reasonable method described in the
Final Regulations, but the Preamble states that the use of
these methods in appropriate situations may be reasonable.
The IRS is considering issuing further guidance on the oil
and gas method.
6. See Prop. Reg. 1.704-3(d)(2). If the deferred sale method
had been adopted, the contributing partner's initial basis
for his partnership interest would have equaled the
partner's basis in the deferred-sale property. Such
partner's basis thereafter would have increased (or
decreased) to the extent the partner recognized the deferred
gain (or loss). Prop. Reg. 1.704-3(d) (1).
7. Prop. Reg. 1.704-3(a)(5). No present value analysis was
required.
8. Reg. 1.704-3(a)(10).
9. See discussion of Curative Allocations below.
10. Temp. Reg. 1.704-3T(d)(4). The Preamble to the Final
Regulations ("Additional Reasonable Methods") rejected the
suggestion that a safe harbor under the Anti-Abuse Rule be
adopted for the use of the Traditional Method with Curative
Allocations on sale of the property. All allocation methods
are expressly subject to the Anti-Abuse Rule.
11. Reg. 1.704-3(a) (2), providing that it may be unreasonable to
use one method for appreciated property and another method
for depreciated property. The Preamble to the Final
Regulations states that it may be unreasonable to use the
Traditional Method for built-in gain property contributed by
a partner with a high marginal tax rate while using Curative
Allocations for built-in gain property contributed by a
partner with a low marginal tax rate. The Final Regulations
generally do not apply these concepts, however, when only
one of the contributed properties has a built-in gain or
loss.
12. Reg. 1.704-3(a)(7). The rules of the Final Regulations
relating to dispositions of partnership interests and
dispositions by partnerships apply to dispositions by both
domestic and foreign persons.
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13. Such a transferee will, however, be able to claim a
corresponding capital loss on the liquidation of its
partnership interest, suggesting the need to sell the
inherent gain property and liquidate the transferee
partner's interest in the same taxable year if there was no
termination or 754 election in effect upon the acquisition
of the transferee's interest.
14. This benefit will last until the liquidation of the
transferee partner's interest in the partnership. In the
Preamble to the Final Regulations, the IRS noted that it
would be conforming the Regulations under Sections 751 and
743 to conform to the statutory changes made to Section
704(c) in 1984 and 1989 and to the Final Regulations.
15. Reg. 1.704-3(a) (8).
16. Reg. 1.704-3(a) (4).
17. Reg. 1.704-3(a) (9).
18. Reg. 1.704-3(e) (1). This differs from the de minimis rule
of the Proposed Regulations which required that the
exception be applied on a property-by-property basis
(without aggregation) and that the total disparity for
contributed properties not exceed $10,000 for the year of
contribution.
19. Reg. 1.704-3(e)(2). For a discussion of the distortions and
planning opportunities that exist because real estate
aggregation is not required or permitted, see Frankel,
Loffman and Presant, "Planning Opportunities Exist Under the
Allocation Methods for Contributed Properties, 78 JTAX 324
at 327-330 (June 1993).
20. Temp. Reg. 1.704-3T(e) (3). Comments are requested on
broadening the definition of "securities partnerships" for
purposes of this special aggregation rule.
21. Reg. 1.704-3(c)(1).
22. Id. The curative allocation may be made with respect to
non-Section 704(c) Properties or Section 704(c) Properties
the tax allocations from which are not limited by the
Ceiling Rule.
23. Reg. 1.704-3(c) (2).
24. Prop. Reg. 1.704-3(c) (3) (i).
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25. Reg. 1.704-3(c)(i).
26. Reg. 1.704-3(c) (3) (ii).
27. This new rule and the accompanying example represent a
rethinking by the IRS of the circumstances under which
Curative Allocations should be deemed unreasonable. The
Proposed Regulations did not contain any specific rule
regarding this issue, but did contain an example that was
intended to illustrate the government's concern that under
certain circumstances Curative Allocations should be deemed
unreasonable and therefore not permitted.
28. Reg. 1.704-3(c)(3)(iii).
29. Reg. 1.704-3(c) (4), Example 1.
30. Reg. 1.704-3(c)(4), Example 2.
31. Reg. 1.704-3(c)(4), Example 3.
32. Following the distribution, J's tax basis in his interest in
JK would thus be zero. K's tax basis in his JK intrest
would be $3,600.
33. Section 734(b).
34. Treas. Reg. § 1,704-1(b) (2) (iv) (m) (4).
35. Preamble to the Treasury Regulations, TD 8501 (12/21/93).
Two American Law Institute studies recommended against the
adoption of a Deferred Sale Method because of complexity
(American Law Institute, "Federal Income Tax Statute -
February 1954 Draft," 11-356 (1954); American Law Institute,
"Federal Income Tax Project Subchapter K - Proposals on the
Taxation of Partners 136-38 (1984).
36. The legislative history to the Deficit Reduction Act of
1984, suggested that allocations that seek to eliminate the
book-tax differential more quickly than required should be
permitted "provided there is not tax avoidance potential."
S. Dept. No. 98-169, 98th Cong., 2d Sess. 214-15 (1984).
The Remedial Allocation Method, by retaining a basis
bifurcation rule, has taken a path which leads to a slower,
instead of a more rapid, elimination of the book-tax
disparity. Assuming the condition for implementation (ie.,
no tax avoidance) is satisfied, the authors question the
approach of the Temporary Regulations.
37. See Reg. 1.704-3T(d) (5), Example 2 for an illustration of
the Remedial Allocation Method to a sale of land.
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38. Reg. 1.704-3T(d) (3). This provision should be contrasted
with the standard contained in Reg. 1.704 -3(c) (3) (iii)
which provides that to be reasonable a Curative Allocation
must only be expected to have substantially the same effect
on each partner's tax liability as the tax item limited by
the Ceiling Rule.
39. The Preamble states that if the item limited by the Ceiling
Rule is a capital loss from the sale of property, the off-
setting remedial allocation to the contributing partner must
be capital gain from the sale of that property. Presumably,
if the property is Section 1231 property (i.e., property
used in a trade or business) the remedial allocation of
Section 1231 loss may produce an ordinary loss notwithstand-
ing that the offetting remedial allocation of Section 1231
gain may produce a capital gain.
40. Reg. 1.752-3.
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